Presenter:

TOM PRICE, CPA



State of Tennessee
June Judicial Conference
Valuation Fundamentals and Applications
Chattanooga, Tennessee

June 15, 2011

Prepared by
Thomas M. Price CPA/ABV/CFF, CVA
Price CPAs, PLLC
3825 Bedford Avenue, Suite 202

Nashville, Tennessee 37215



Page 1 of 14

Valuation Standards:

Uniform Standards of Professional Appraisal Practice (USPAP) — General set of professional
standards that will apply to most any appraisal whether the appraisal is of real estate, business,
interest in a business or intangible asset. Most of the following accreditation organizations
endorse the USPAP standards but also have their own standards members are to adhere to.

American Society of Appraisers — ASA designation
Institute of Business Appraisers — CBA designation
National Association of Certified Valuation Analysts — CVA designation

B

American Institute of Certified Public Accountants — ABV designation

The requirements for each designation will vary. A summary of requirements is included in your
materials.

Standards of Value:

You may be most familiar with these terms, but the type of buyer, specific purpose of the
valuation, and circumstance under which the valuation is performed, will affect the choice of a
standard of value and even the parameters applied to that standard.

1. Fair Market Value — defined by Revenue Ruling 59-60; The amount at which property
will change hands between a willing buyer and willing a willing seller, neither being
under compulsion and both having reasonable knowledge of the relevant facts.

A. Fair market value assumes a cash transaction. In other words provisions of earn
outs, seller financing, stock in lieu of cash and other incentives to buyer and seller
found in some transactions in the open market are not considered in the definition
of fair market value. Provisions such as | have mentioned, represent the negotiation
between buyer and seller to arrive at two values for the business, one of which will
be proved in the future. In the open market place many sales of closely held
businesses and professional service entities will involve seller financing. So it is
important to remember that Fair Market Value assumes the seller receives cash as a
result of the sale.

B. The buyer and seller are hypothetical people transacting on an arm'’s length basis,
not two identifiable persons transacting on a prescribed basis or even one (the seller)
selling on a prescribed basis.
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C. The date of the valuation is critical because the value is “as of” that date. The
economic conditions in the markets and the industry of the subject of the valuation
are considered as of the date of valuation.

2. Fair Value — as defined by the Revised Model Business Corporation Act — “the value of
the shares immediately before the effectuation of the corporate action to which the
dissenter objects, excluding any appreciation or depreciation in anticipation of the
corporate action unless exclusion would be inequitable.”!

A. Simply stated might be the same as fair market value without the application of
discounts to the value. It is used in the case of minority shareholders with no control
over the direction of an enterprise, which under FMV would probably require a
discount to those minorities (non-controlling shares).

B. Fair value is also used in FAS 141 valuations. These valuations concern the value of
identifiable intangible assets and goodwill held by a business. There is a great deal
to be learned about intangible assets within these engagements much of which is
helpful in distinguishing between personal and practice or personal and enterprise
goodwill as it affects valuations for marital dissolution purposes.

C. States will define Fair Value differently depending on the situation surrounding the

valuation.

3. Investment Value — The value of an investment to a particular investor based on his or
her investment requirements. In contrast to fair market value, investment value is value
to an individual, not necessarily value in the market place.

A. Sometimes called strategic value because it often incorporates elements of
synergistic value inherent in combinations of related companies.*

4. Intrinsic Value — An analytical judgment of value based on the perceived characteristics
inherent in the investment, not tempered by characteristics peculiar to any one
investor. Rather, this value is tempered by how these perceived characteristics are
interpreted by one analyst versus another.’

A. Think of intrinsic value as a buy in the stock market as recommended by one analyst
versus another. The reason to invest in gold may be the devaluation of the dollar,
outstanding debt of a nation, impending inflation pressure, weakness of the euro,
etc. Alternatively the weakness of the dollar as compared to other currencies may
increase exports of U.S. goods causing the manufacturer of those goods to increase
in profitability, hence attracting investors away from gold and to those stocks
favorably affected.
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Day in, day out, you will most likely be considering Fair Market Value as the standard of
measure and possibly Fair Value, but it is important to be aware of these other standards since
some valuations, which purport to be FMV, may in fact be something else.

Premise of Value

1. Going Concern —the subject of the valuation is continuing to operate.
2. Liquidation — The subject of the valuation has ceased to do business or is in the process
of winding up.

The premise of value s hould be stated within the valuation report. If the subject of the
valuation is not being valued as a going concern, a determination of value will most likely center
around the assets, liabilities, time required to wind up the business and the net assets available
for distribution to the owners. Value is first determined at the entity level. Then the value of
the individual’s business interest is valued based on a number of factors.

Approaches to a calculation of Fair Market Value — Real Estate

1. Replacement Cost — “Asset” Based — Replacement cost.
2. Market Based — Comparison of transactions in the marketplace.
3. Income Based — Valuation of expected cash flows from the subject property

Approaches to a calculation of Fair Market Value — Business

Asset Based — Assets, as adjusted to value less liabilities.

Market Based — Comparison of transactions using several methods to determine a value.
Income Based- Several methods are used under this approach using single or multiple
years based on historic and/or prospective results.

While these approaches appear to be almost on point with one another they vary in
application. The nature of real estate based income is typically not as volatile and does not
require as many moving parts as a business requires to produce income. The capitalization
rates applied to net cash flow from rental activities do not vary as greatly as businesses .Real
estate will typically have a residual value of land and improvements as opposed to a business
with only personal (not real) property having little value independent of its intended use.
Market comparisons of real estate sales will typically be more comparable and available as
opposed to sales of closely held businesses whose terms and circumstance may materially vary
between one another.
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So beware that an approach in the valuing of real estate will equate to the same term when
valuing a business.

The business valuation process, where does it start?

We have reviewed the types of values, assumptions as to the entity and the three
approaches to valuing a business. There is virtually no end to the types of businesses in
the marketplace. From professional practices that require some type of licensure from
the state to highly regulated businesses such as banks to businesses with no regulation,
or identifiable industry, a couple of common themes will usually be found, a balance
sheet and income statement. At the end of the day, a business must keep score of what
it accumulates and how it accumulates. This is expressed on the balance sheet and
income statement. After gaining an understanding of the nature of the business,
ownership, competitors, marketplace, economic conditions, etc., the valuator will begin
with a historical review of the balance sheets (3 to 5 years):

The balance sheet reflects the assets, liabilities and equity of the business on a day
certain, say December 31.

These assets will be classified as current, fixed, intangible and other (long term).

Current assets consist of cash, accounts receivable, inventory, prepaid expenses and
any other tangible asset that will be realized as cash within one year from the balance
sheet date, hence the term “current”.

Fixed assets will consist of real and personal property, whose useful life extends beyond
one year, typically, real estate, equipment, vehicles, furniture, fixtures, computers, etc.
These assets are depreciated over their useful lives.

Intangible assets are most often referred to as goodwill whose components may be
identified or not.

Other assets are typically assets other than the above that will not be realized as cash
within twelve months.

Current liabilities will consist of trade accounts payable, current maturities of debt,
accrued salaries and other liabilities that will be paid within twelve months of the
balance sheet date.

Long term liabilities are typically the balance of debts not due within a twelve month
period such as mortgages, loans from owners and term loans.
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Equity is represented by capital invested by the owners and earnings retained (not paid
out) by the business through the date of the balance sheet. Common stock and capital
contributions represent the investment by the owners. Retained earnings represent the
amount the business has earned and retained over the years of operation as of the date
of the balance sheet.

Balance sheets are prepared on different bases; accrual, cash and tax. Typically the
valuator will adjust the balance sheet of the business to the accrual basis of accounting.

This basis is sometimes referred to as a financial basis of reporting. The accrual basis
recognizes income when earned (as opposed to collected) and expenses when incurred
(as opposed to when paid). The accumulated depreciation of fixed assets that has
typically been reported on the tax basis is adjusted to represent the useful life of the

assets as opposed to the value, if any, for tax purposes. The adjustment to an accrual

basis of accounting is particularly important if the asset based approach is used to value
the business. Furthermore the assets and liabilities will be individually adjusted from a
cost basis (used in almost all accounting applications) to a fair market value basis when

the asset approach is used.

Assets are also reviewed as to their classification as operating (essential to the business)
or non-operating (owned but not essential). Non-operating assets are almost always
valued separately from the operating value of the business whether an asset, market or

income based approach is elected.

The historical income statements over the last three to five years are analyzed next.
Sales, cost of sales, operating expenses and fluctuations from year to year are examined
for consistency in reporting and classification, onetime expenses, compensation to
owners and other factors are studied as the valuator assesses the profitability of the
business. Income statements are also prepared on different bases of accounting. These
statements may require adjustment to the accrual basis if an income approach to

valuation is used.

Asset Based Approach

Fundamental Elements to Observe:

1. Accrual based balance sheet.
2. Accounts receivable adjusted to net collectible.
3. Inventory adjusted to accurate count and value.
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Prepaid expenses (insurance, service contracts, taxes, etc.) adjusted.

Other assets on the balance sheet adjusted to their fair market values.

Real property (land and buildings) adjusted to fair market value.

Furniture, fixtures and equipment adjusted to market value or a reasonable estimate

N o vk

based on remaining life and productivity.

8. Vehicles, heavy equipment, specialized equipment, other rolling stock adjusted to
market values.

9. Adjustment of current liabilities to only those amounts on hand and to be paid
within twelve months of balance sheet date.

10. Accrual of income, business and franchise taxes net of prepayments.

11. Proper classification of amount due to or from shareholder/owners.

12. Proper adjustment of deferred taxes as an asset or liability. Tax losses may generate
a refund or deferred tax asset. A difference in recognition of income for tax from
financial purposes may result in a tax liability for financial purposes.

Once all assets and liabilities have been considered, the amount of net assets (total
assets minus total liabilities), more commonly known as or owners’ equity (LLC,
Partnership, Proprietorship) or stockholders’ equity (corporation), will result in the net
adjusted asset value of the entity. The next step would then be to determine the type of
ownership; controlling or non-controlling, preferred or common, voting or non-voting as
the fair market value of the individual’s business interest is determined.

Market Based Approach

There are several methods to employ in using this approach. While this approach is being
“talked up” more and more in various seminars due to the availability of data, it still has the
major drawback of the subject business’ comparability to the transactions in the market
place. If the business being valued is large enough within its particular industry to consider
its competitors who may even be publicly traded to be peers. Other businesses within
certain industries may sell according to a rule of thumb used in a particular industry. Rules
of thumb should normally serve only as a sanity check to the valuator but brokers in the
business of selling businesses in the market place use them on a regular basis once the
historical balance sheets and income statements have been adjusted. In addition to the two
methods listed below, valuation analysts will also use a multiple of earnings method and
gross revenue multiples method to derive a market based approach. However both of these
methods may be a part or product of the methods described below.
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Two primary methods of valuation used with the Market Based Approach:

1. Guideline Publicly Traded Company Method — The publicly traded comparable
company’s per share price is used to develop and apply to the subject company’s
outstanding shares. This requires analysis of “equity value measures” of the subject
company that are then compared to those of the publicly traded companies in the
industry. For example, the amount of revenue, net income from operations, cash flow
from operations, working capital, net income before taxes, compensation of officers and
dividend paying capacity are all considered in developing a measure of value. If say the
subject company earns net income of $100,000 or $1,000 per share and the comparable
publicly traded companies of the same size and industry earn $1,000 per share AND
those shares trade at an average of three times earnings per share, the subject company
will be worth $3,000 per share times the number of outstanding shares or $3,000,000.
A per share value determined under this method represents a marketable, non-

controlling interest. Therefore the application of a market or minority discount may be

inappropriate or the application of a control premium may be appropriate.

2. Comparative Transaction Method — An analysis is made of sales of businesses that are
available in various databases. These databases may be researched by industry, then by
size (gross revenue or total assets) and other factors in an effort to find comparability
between the search results and the subject business. The financial data used in this
method is very similar to the data used in the Guideline Publicly Traded Company
Method. In fact, both the Market and Income methods utilize many of the same
balance sheet and income statement amounts, ratios and values, as the valuator works
towards a conclusion. If comparability can be determined, key multiples are examined
of the sales price to: gross revenue, net income before and after taxes, book value,
earnings before interest, depreciation and taxes (EBITDA) and other operating results.
These multiples are then applied to the subject business’ operating results to derive a
value.

A. There are drawbacks to using the market method even though one would assume
an arm’s length transaction resulting in a fair market value. In fact it may be a fair
market value between the parties, but was the buyer an investor not working in the
business, an investor buying the business for a job, a buyer already in the same
industry looking to expand or in other words a particular buyer rather than the
hypothetical buyer we spoke of in our definition of fair market value.

B. Comparability of the sales transaction to a cash transaction is sometimes hard to
determine. Is there an earn out based on future success, was the sales price affected
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by the owner continuing to be employed, was real property involved either in the
sale or a lease between the buyer and former owner?

Even though the market method can be difficult to apply to a single business, it is very
helpful in comparing the findings to the income and asset methods. It may in fact
validate one or both of the other methods by yielding a similar result. When industries
are in periods of consolidation or comparability is high, it may be superior to the other
two methods in reaching a conclusion of value.

Fundamental Elements to Observe:

1. Economic conditions present at the time of the comparable sales.

2. Steps described to establish financial comparability between the subject business
and marketplace transactions.

3. Steps described to establish regional, industry and management comparability
between the subject business and marketplace transactions.

4. Years between marketplace data and the current year of valuation.

5. Adjustments made to the financial information of the subject business to establish
comparability to the marketplace data.

6. Value conclusion based on consistent application of comparable multiples between
the subject business and marketplace transactions.

income Based Approach

Both income based approaches rely on discounts and/or capitalization rates in order to derive a
value based on the net income of the business.

Essentials of the Discounted Economic Income Method (Discounted cash flow method)
The essence of the discounted economic income method is twofold:

1. Projecting prospective economic income. The first step is to project the amount and
timing of all economic income that the business is expected to produce for its owner(s)
in the future.

2. Discounting prospective economic income to present value. The second step is to
discount each flow of economic income back to a present value at a rate that reflects
the risk (degree of certainty or uncertainty) of receiving that economic benefit in the
amount and at the time anticipated in the projection.”
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As inferred above, the term net cash flow is most often used to describe economic income. You
will typically find calculations of value based on net cash flow to equity or net cash flow to
invested capital.

Equity is the ownership interest. This interest is described as owner’s equity in a
proprietorship, member’s equity in a PLLC or LLC, partner’s equity in a partnership or
stockholder’s equity in a corporation. Equity would then be the sum of the owner’s
capital/stock plus earnings remaining in the business as of the balance sheet date (retained
earnings).

Invested capital typically includes the equity plus short term and long term interest bearing
debt.

These differences are important. Simply put, the value of the equity interest will require a
discount and capitalization rate. The value of the invested capital will include a discount rate
and cost of debt (typically the interest rate) applied on a weighted basis to calculate the total
value.

The use of a discounted approach requires a number of future periods, typically four to five plus
a terminal year. The discount rate is applied to the cash flow of the future period and a present
value is calculated. The sum of the present values for each period including the terminal year
equates to the total (100%) value of the equity interest (business value).

Essentials of the Capitalized Economic Income Method

Like the discounted economic income method, the essence of the capitalized income method is
twofold:

1. Projecting an anticipated economic income stream. As opposed to projecting the
amount and timing of each individual economic income flow the business is expected to
produce for its owner, the direct capitalization method requires projecting a single,
normalized amount of economic income.

2. Capitalizing the expected economic income amount to produce a present value. This
second step involves dividing the expected economic income (cash flow) by a rate that
reflects the risk (degree of certainty or uncertainty) of receiving that expected amount,
including expected growth, on a regular basis.*
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The use of the capitalized approach requires a single period only, perhaps derived from

multiple historic years as affected by the business’ outlook in the future. You may find the
valuator averages the prior years to arrive at an amount to capitalize if those years varied
greatly and no trend could be determined. On the other hand, the years may be weighted and
averaged to arrive at an amount if a trend might be developed.

Fundamental Elements to Observe under both income methods:

1. Review the fundamental elements observed in the asset and market based
approaches.

2. Note normalization entries for onetime expenses, compensation to owners, benefits
to owners, non-business related expenses, cash to accrual adjustments.

3. Note when calculating net cash flow, sometimes called free cash flow that working
capital requirements, fixed asset purchases and income taxes are considered.

4. Income taxes are typically calculated on net income and the net result of
normalizing entries as if the business is taxed as a C type corporation. That is a
corporation that pays tax at the corporate level on its income. This holds true
whether the business being valued is a proprietorship, LLC. PLLC, S Corp. or
partnership (general or limited).

5. Has there been an assessment of the business’s ability to operate in the future?

6. Are the rates of growth applied under the discount method supportable by the
report, the industry analysis and general economic conditions?

7. Are non-operating assets, excess working capital (if any), deferred tax assets or
liabilities and real estate separately stated values?

8. Has the basis for the discount and/or capitalization rate been stated and used
appropriately?

Discount and Capitalization Rates

As we have already discussed, discount and capitalization rates represent the certainty or
uncertainty (risk) for the streams (discount) or stream (capitalization) of cash flow (income).
These rates may be applied to net income, operating income, cash flow, dividends paid or any
variation on these sources of measurement. The difference in a discount or capitalization rate
is essentially the growth expected in the future period. So if a discount rate has assumed a
three percent growth rate, the capitalization rate will be three percent less than the discount

rate.
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How are these rates determined? There are a number of approaches. | like to eliminate as
much subjectivity as possible, so | will typically use a build up model based on level of risk in the
market place over a period of time per general area of investment. The Ibbotson Valuation or
SBBI and Cost of Capital books issued each year are the usual sources for this information.

The buildup begins with a riskless rate plus a premium that an equity investor would demand,
plus an additional rate to account for the size of the business as compared to the industry, plus
or minus specific industry risk and finally plus specific company risk.

The rates are developed from the public bond and equity markets. Please note these are after
tax rates. The sum of the risks equals the discount rate. The sum of the risks minus the growth
rate equals the capitalization rate. Each build up is then applied to a periodic stream of cash
flow (discount) or a single period of cash flow (capitalization) to calculate the value of 100% of
the business.

The build up and application of either rate is an easily misunderstood and miss-applied portion
of the valuator’s effort to calculate value. The valuation report must be carefully reviewed to
determine whether or not the assumptions in building up the risk rate were reasonable,
supportable and properly applied.

Discounts — Lack of Marketability, Lack of Control

Marketability

In valuation terms what is marketability? What is a valuator referring to when he applies a
marketability discount? Is it applied at the 100% equity level, 51% or over ownership level, 50%
or less ownership level, all three levels, two of the three or just one?

Is the marketability discount applicable at a rate experienced by companies before an IPO or on
a restricted public company stock basis? What if the business being valued will never go public,
does not have restricted stock, and will not be sold after the valuation?

Does valuation theory clash with reality in a valuation for marital dissolution purposes when the
entity will not be sold? And by the way, how many of us ever valued a company to determine
its selling price and then told the owners we would discount that selling price for marketability
purposes before we offered it for sale? Answer none.

Okay, marketability has to do with liquidity. Liquidity has to do with being converted to cash on
a readily available basis. Readily available compared to what, well perhaps the two to three
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days required to realize the sales proceeds of a publicly traded security and the ease of
converting the security to cash with a readily available market.

Marketability, according to Jack P. Friedman, Barron’s Dictionary of Business Terms, nd edition,
(Hauppauge, NY: Barron’s 1994), p.363 is the “Speed and ease with which a particular product
or investment may be bought and sold. In common use, marketability is interchangeable with
liquidity, but liquidity implies the preservation of value when the security is bought or sold.”

We typically think of marketability discounts being applied to minority interests in closely held
businesses. While selling a minority interest in such a business may be more difficult, a
marketability discount would theoretically apply to a controlling interest as well.  Since
marketability and liquidity are so closely linked, the time and risk associated with the sale of
either a controlling or minority interest will differ from the sale of a publicly traded security.

So marketability, or the lack thereof, may affect the allocation of assets in a marital dissolution
if one party receives liquid/marketable assets and the other receives an interest not readily
converted to cash. By the same token, accepting a lack of marketability discount against the
value of the owner’s interest and then granting that owner a larger portion of the marital estate
because of liquidity, might result in a “double dip” into the marital estate.

Factors affecting marketability (liquidity):

Cost of the sale — professional, brokerage, administrative.
Risk in the amount the interest will actually be sold.
Terms of the sale — cash, cash and a note, cash and a note and earn out?

N e

Time required converting from an ownership interest to cash.

Lack of Control

A non-controlling interest in a closely held business has inherent issues. While any of us who
own publicly traded stocks may realize we own a non-controlling interest in a business
enterprise, the concern is not great since there is liquidity associated with that interest.

The issue of applying a discount to a non-controlling interest may be different from state to
state, according to the reason for the valuation. This is where fair value rather than fair market
value may apply if a discount for lack of control is not permitted. But anyone who has owned a
non-controlling interest in a closely held business will attest to its value being less than one of
control. A non-controlling owner may not ultimately set the course of the business, declare
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dividends, determine compensation, hire, fire or train employees or determine financial
operating parameters to guide the business. So a discount for lack of control may be
warranted.

Both the marketability and lack of control discounts may apply to the value of a business
interest. The lack of marketability deals with liquidity. The lack of control has to do with just
that. A lack of control increases the difficulty of converting that ownership to cash.
Accordingly, the discounts are applied in an order. Theoretically, the controlling interest is
assessed a control premium, then discounted for a lack of marketability, but not to the extent
of the discount applied to a non-controlling interest. A non-controlling interest will be
discounted for a lack of control and discounted further for lack of marketability. The discounts
should not be added together and applied in one calculation.

Goodwill — Personal, Enterprise or Both

Goodwill is an intangible asset. It represents the excess paid for a business, over and above the
net adjusted assets, personal and real. You will hear it referred to as “blue sky” in relation to
car dealerships. Goodwill may or may not be identifiable. The subject of goodwill, its
identifiable parts, and finally the unidentifiable, would require another course devoted entirely
to the subject. It can be a substantial portion of value when applied to a business and even
professional service businesses. In Tennessee, personal goodwill is not considered an asset for
property division in a marital dissolution. However business or enterprise goodwill is allowed
as a value for marital dissolution purposes. The distinction between the personal and
enterprise goodwill is not easy to make.

An analysis is included in the PowerPoint portion of this presentation.
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'PRIMARY SOURCE: Valuing Small Businesses and Professional Practices, Third Edition, Shannon
P. Pratt, DBA,CFA,FASA, CBA, Robert F. Reilly, CFA, ASA, CPA, and Robert P. Schweihs, ASA.
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CALCULATION OF VALUE

-Contractor, Inc.

Stockholders’ Equity per 12-31-08 Balance Sheet

Adjustments:

Record non-operating asset autos at Kelly Blue Book

Remove depreciation on non-operating assets

Remove Club Membership

Marketability Discount — 30%
Net Adjusted Book Value

N 1.C

Owner’s Equity per 12-31-08 Balance Sheet
Adjustments:
None

Marketability Discount — 15%
Net Adjusted Book Value

R ©.c

Stockholder Equity per 12-31-08 Balance Sheet
Adjustments:
None

Marketability Discount — 15%
Net Adjusted Bock Value

O .

Stockholder Equity per 12-31-08 Balance Sheet
Adjustments:
2005 Mercedes SL500 to Kelly Blue Book
Net Adjusted Asset Value — 100% Interest
Marketability Discount — 15%
Net Adjusted Book Value

-23-

$1,825,447

-35,461

19,055
-51.500
-67,906

$117,970

$174,691

$1,157,932

-11.565

$1,757,541

-$527.262
230.279

$117,970

—-17.695

$174,691

-§26.203
' $148.488

$1,146,367

-$171.955
$974.412
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Capitalization of Earnings — Income Approach

Barnings before interest, taxes, depreciation, and amortization (EBITDA) are used to analyze a
company’s profitability before non-operating expenses and non-cash charges. We calculated an average
EBITDA based on the five years analyzed and applied a pre-tax capitalization rate. While this method
was not ultimately chosen, the calculated values were very comparable to that of our final conclusions
and provided further comfort in our selected method.

As previously discussed,-approached potential buyers with an EBITDA based fair market value.
They found this to be the approach all of the potential buyers utilized and believe it is a better indicator of
fair market value. Based on the range of multiples used in the 2006 bids (5.75 to7.1) the current fair
market value o would range from $38,228,070 to $47,203,356 plus the addition of all

free cash as of the purchase date. The excess cash held by the company as of December 31, 2009 was
3

3,511,111 which would result in a range of values from $41,739,181 to $50,714,467. Mr.
-of-felt the current state of the credit markets in the United States as of December 31, 2009
might reduce the EBITDA multiple to 5.75 which yields a $41,739,181 fair market value.

Capitalization of Cash Flows — Income Approach

Free Cash Flow

Free Cash Flow is the measure of income that is used to value—using the income
approach. —had no interest bearing debt as of the valuation debt, and, thus, the entity

free cash flow and the equity free cash flow are the same. The calculations are provided in the following
exhibit.

Beginning with the Net Income as provided by the financial statements, a normalizing adjustment was
made to the compensation expense to make the normalized income conform to other firms in the same
industry with respect to officer income. The ERI data on the compensation for the top three officers for
firms of the same size in the same industry was used as a guideline. The compensation expense was
reduced by the amount that the compensation of the top three officers of*exceeded the
industry standard as provided by ERL. This adjustment produced the normalized income.

Legal and professional fees totaled $338,798 for the vear ended December 31, 2006. Of this amount
ﬂreceived $177,431 with*receiving $90,705. We reduced the 2006
- expenses by $196,515 to $142,283 which is the average of the five years 2004 — 2009 excepting 2006.

The non-cash expense, depreciation and amortization, used to arrive at net income were added to
normalized income. Several subtractions were made. The first was that the income of the company was
tax-effected. The consensus, although not unanimous, is that pass through entities and taxable entities
should have the same value, and when valuing pass through entities, they should be treated as taxable
entities. The appropriate state and federal taxes were calculated.

As a company grows it requires additional working capital. Over the sample period, working capital
averaged 17.2% of revenue. As revenue changes on the average its working capital requirement will
change by 17.2% of the amount of the revenue change. The working capital requirement was imputed to
change by this percent of the revenue changes over the sample period.
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Free Cash Flow (continued)

Capital expenditures tend to be extremely variable, and we smoothed them over the six year period. First,
the expenditures for the years with the largest and smallest expenditures were eliminated, and the
expenditures for the middle four years were averaged. This average expenditure was assigned to the
middle two years, 2006 and 2007. A 3% percent inflation rate was assumed, and the expenditures for the
years before 2006 were decreased by 3% per year, and the expenditures for the years after 2007 were

increased by 3% per year.

The tax effects, imputed working capital changes, and capital expenditure requirements were subtracted
from normalized income to arrive at the Free Cash Flow for each year. Please see Tab A, Free Cash Flow

and EBITDA calculation,

The last row of the exhibit provides the normalized EBITDA values for each of the years. These were
calculated by adding depreciation and amortization and state income taxes to normalized income.
EBITDA is a measure of operating cash flow often used in valuing businesses.

Discount and Capitalization Rates

One method of arriving at a value indication using the income approach is to calculate the present value
of anticipated future Free Cash Flow using an appropriate discount rate. Modern Portfolio Theory (MPT)
states that the appropriate discount rate is the cost of capital of the cash flows. Investor’s price
anticipated cash flows so that they expect to earn a return that is commensurate with the riskiness of the
projected cash flows. MPT states that the Capital Asset Pricing Model (CAPM) should be used to arrive
at the appropriate cost of capital or discount rate to use when valuing the anticipated cash flows. The
CAPM provides a cost of capital that is appropriate for the risk of the anticipated cash flows.

The CAPM begins with the risk free rate, and risk premia are added for various identified sources of risk
inherent in the cash flows to be valued. The accompanying table provides the application of the CAPM
for calculating the cost of capital for valuingﬂ The estimate of the risk free rate that is
customary is the 20-year US Treasury Bond rate as of the valuation date. In this case this rate was 4.6%

on December 31, 2009 as reported by the Federal Reserve.

The CAPM then adds a risk premium for investing in common stocks that measures the risk that cannot
be diversified away by holding the subject stock in a well diversified portfolio of investments. This
premium is calculated by expressing the risk of the subject stock relative to the average premium for all
stocks. The average risk premium above the risk free rate for all stocks was 6.5% as reported in Jbbotson
Stocks, Bonds, Bills, and Inflation 2009 Valuation Yearbook. The relative risk, the beta, of the stock of a
debt free small company in the same industry as was 48 relative to the average risk of

stock investments in public companies according to Ibotson Cost of Capital 2009 Yearbook. This risk
premium is 3.1%, and it captures the combined risk o industry risk and some of its

size risk.

The size premium that is in addition to the size risk captured by the industry beta is published in Ibbotson
SBBI Valuation Yearbook, has total assets that would put it in the smallest 5% of
NYSE traded companies. This group is assigned a size risk premium of 9.53%; therefore, an additional

size premium of this amount is added.

Some company specific risk factors identified are a concentration of customers that produce a significant
proportion of the company’s revenues, and a concentration of suppliers. A couple of offsetting factors
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Discount and Capitalization Rates (continued)

are a loyal workforce and above average profitability as measured by return on assets when income is
adjusted for its above average officer compensation. A net risk premium of 1% was assessed for these
company risks.

The cost of equity capital for—was estimated to be approximately 18%.
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Cost of Capital - CAPM

All Equity Firm Risk
Premium
20-year US Treasury Bond 12/31/09 Yield 4.60%
FederalReserve.gov
Equity Risk Premium 6.50%
Ibbotson SBBI 2009 Yearbook
Industry Small Co. Unlevered Beta 0.48
Ibbotson Cost of Capital Yearbook
Industry Small Co. Risk Premium 3.10%
Equity Risk Premium x Unlevered Beta
Size Premium for the smallest 5% 9.50%
ibbotson SBB! Valuation Yearbook
Company Specific* 1.00%
Cost of Capital 18.20%
Say, 18.00%

*Concentration of Customers & suppliers
Higher than average return on assets after adjusting officer compensation to industry

average
Loyal workforce

Ibbotson Cost of Capital 2009 Yearbook, SIC code 26; Small public companies
Cost of Equity: CAPM+size, 11.4%; 3-factor, 20.25%
WACC: CAPM-+size, 11.85%; 3-factor, 19.49%

ibbotson SBBI 2009 Valuation Yearbook
The smallest 5% of companies have a size premium of 9.53%.

Growth Rate
Ibbotson Cost of Capital Yearbook, SIC code 26
Analysts' estimate of growth for small public co.'s: 7.59%; say, 8.0%

The capitalization rate is defined to be the discount rate less the anticipated long term growth rate in the
cash flow stream that is to be valued. In this case the analysts that follow the firms in this industry are
forecasting approximately an 8 percent growth rate. With the total economy growing at 3% to 5% an 8%
growth rate cannot be sustained indefinitely. In the current case a growth rate of 3% is forecast for 2010
which corresponds to the Company’s expectation. Based on the company’s financial strength, operating
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Discount and Capitalization Rates (continued)

capacity, historic results and state and national predictors of GDP, manufacturing GDP and industry
growth, the growth rate for 2011 is projected at 4% with 5% for the next three years until it reaches a 4%
long-term growth rate in 2014. At this point a capitalization rate of 14% (18% - 4%) is used to value the
future Free Cash Flows. The following table shows the projected Free Cash Flows and the valuation of

these forecasts.

Forecast and Valuation of Free Cash Flows

Cost of Capital 18.00%
Long-term Growth Rate 4.00%
Capitalization Rate 14.00%
Valuation Date 12/31/2009
‘ Present
Year Growth FCF Value
2009 : 4,656,457
2010 3.00% 4,796,151 4,415,215
2011 4,00% 4,987,997 3,891,376
2012 5.00% 5,237,397 3,462,665
2013 5.00% 5,499,266 3,081,185
2014 5.00% 5,774,230 2,741,732
2015 4.00% 6,005,199
2014 Terminal Value @12/31/2014 20,367,153
Total 37,559,325
Excess Assets
Cash 3,511,121
FMV @12/31/2009 $41,470,436
Midyear discounting

The present values of the projected cash flows are calculated using the cost of capital as the discount rate.
Because the cash flows occur almost evenly throughout the year with small seasonal increases in the
" second and third quarters, using the mid-year discounting convention more accurately estimates their
present value than using the end-of-year convention. The terminal value is caloulated by capitalizing the
forecast 2015 Free Cash Flow of $6,005,199 at a capitalization rate of 18% - 4% = 14%. This produces a
projected value of $42,894,278 at 12/31/2014. The present value of this forecast is $20,367,153. The
sum of the calculated present values is $37,959,325 which is the estimated operating fair market value of

as of 12/31/2009.

The company’s net working capital at the end of 2009 relative to its 2009 revenue was much larger than
in previous years of the sample period. The average NWC to Revenue ratio for the preceding 5 years was
17.2%, and the NWC to Revenue ratio for 2009 was 25.5%. A 17.2% ratio for 2009 would produce a
NWC that was $3,511,111 less that the amount owned by at the end of 2009. Cash
was the account that was larger than in previous years, and the excess cash was determined to be a non-
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Discount and Capitalization Rates (continued)

operating asset. The amount of the calculated excess NWC was added to the operating value of the entity.
The estimated fair market value of the entity as of the valuation date was calculated to be approximately

$41,470,436.

5.4 Reconciliation of Valuation Methods

and the capitalization of cash flow approach represent reasonable approaches to

determining value. In fact the EBITDA approach produced a value of $41,739,181 for 100% of the equity
in However, we also believe thatirelatively constrained growth prospects and future
capital expenditure requirements are more explicitly reflected in the cash flow- income approach.
Therefore, we gave more consideration to the free cash flow method of the income approach in reaching
our valuation conclusion of $41,470,436 for a 100% equity interest.

We believe that the cai)italization of income approach (EBITDA) utilized in the effort to sell 100% of

R 'c.

Fair Market Value Calculation of a 50% Equity Interest in— Inc.

Fair Market Value of a 100% Equity Interest as of 12-31-09 S 41,470,436.00

Fair Market Value of a 50% Equity Interest as of 12-31-09 S 20,735,218.00
Less:

Discount for a non-controlling yet a 50% Interest 10% S {2,073,521.80)

S 18,661,696.20

Discount for lack of marketability 15% S (2,799,254.43)

Fair market Value of a 50% Equity Interest after discounts $ 15,862,441.77

5.5 Conclusion of Value

We have performed a valuation engagement, as that term is defined in the Statement of Standards for
Valuation Services No. 1 (SSVS) of the American Institute of Certified Public Accountants, of a 50%
equity interest O“as of December 31, 2009 a minority, nonmarketable basis. This
valuation was performed solely to assist in the determination of the value solely for marital dissolution
purposes and the resulting estimate of value should not be used for any other purpose or by any other

party for any purpose. This valuation engagement was conducted in accordance with the SSVS. The
estimate of value that results from a valuation engagement is expressed as a conclusion of value.
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5.5 Conclusion of Value (continued)

There were no restrictions or limitations in the scope of our work or data available for analysis.

Based on our analysis as described in this valuation report, and the facts and circumstances as of the
valuation date, the estimate of value of a 50% equity interest in as of December
31, 2009, on a minority, nonmarketable basis is $15,862,442. This conclusion is subject to the Statement
of Assumptions and Limiting Conditions found in Section 6.0 of this report and to the Valuation
Analyst’s Representation/Certification found in Section 6.0 of this report. We have no obligation to
update this report or our conclusion of value for information that comes to our attention after the date of

this report.

25




YT
%
je




H. USING SPECIFIC COMPANY LIQUIDITY CHARACTERISTICS

Rand Curtis of Willamette provided the following matrix in “Developing and
Defending Fractional Interest Valuation Discounts and Premiums.” The first matrix

explains the variables.

Discount for Marketability Factors Rating of (-1) Rating of (0) Rating of (+1)
Income
Are cash distributions material? Yes Income Taxes Only | Control Discretion
...Certain? Yes Uncertain or N/A No
...Frequent? Yes Uncertain or N/A No
Appreciation
Is the entity diversified? Yes Uncertain or N/A No
Is the economic risk high? No Uncertain or N/A Yes
...Interest rate risk (considering both assets and liabilities)? No Uncertain or N/A Yes
...Stock market/asset price risk? No Uncertain or N/A Yes
... Business risk? No Uncertain or N/A Yes
...Financial risk? No Uncertain or N/A Yes
Are unrealized tax Labilities large? No Uncertain or N/A Yes
Are growth prospects good? Yes Uncertain or N/A No
Liquidity
Are there rights to liquidation? Yes Uncertain or N/A No
... Withdrawal/return of capital? Yes Uncertain or N/A No
... Assignee admission? Yes Uncertain or N/A No
Have there been sales of interests? Yes Uncertain or N/A No
Are there transfer restrictions? No Uncertain or N/A Yes
Are there insider trading restrictions? No Uncertain or N/A Yes
Is there a right of first refusal? No Uncertain or N/A Yes
Is there an active secondary market? Yes Uncertain or N/A No
Is the holding period long? No Uncertain or N/A Yes
Is there a clear exit strategy? Yes Uncertain or N/A No
Are many potential buyers present? Yes Uncertain or N/A No
Is there a buy-sell agreement? Yes Uncertain or N/A No
Is there put/call protection? Yes Uncertain or N/A No
Is there a blockage effect? No Uncertain or N/A Yes
Financial
Is there bankruptey risk? No Uncertain or N/A Yes
Are current liquid assets material? Yes Uncertain or N/A No
Are capital calls mandatory and probable? No Uncertain or N/A Yes
Is there unused debt capacity? Yes Uncertain or N/A No
Are there outside financing sources? Yes Uncertain or N/A No
Is cash flow strong? Yes Uncertain or N/A No
...stable? Yes Uncertain or N/A No
Can the entity change easily? Yes. Uncertain or N/A No
Power
Is information available/reliable? Yes Uncertain or N/A No
Are owners harmonious? Yes Uncertain or N/A No

Source; Rand M. Curtiss, Developing and Defending Fractional Interest Valuation Premiums aud Discouats, (Plantation: The Institute of Business Appraisers, Inc.,
2003), p. 43.




The second table outlines the application of the method to determine the DLOM for a

hypothetical company.
Discount for Marketability Factors Rating - Reason
Income
Are cash distributions material? -1 Not today, but potential once debt is paid down
...Certain? Not today, but may be once debt is paid down
...Frequent? 0 Not today, but may be once debt is paid down
Appreciation
Is the entity diversified? Accounted for in Company Specific Discount
Is the economic risk high? -1 No
...Interest rate risk (considering both assets and liabilities)? 0 Some
...Stock market/asset price risk? -1 No
...Business risk? Accounted for in Company Specific Discount
... Financial risk? Accounted for in Company Specific Discount
Are unrealized tax liabilities large? 0 Ouly upon liquidiation
Are growth prospects good? -1 Growth within existing customers has been strong
Liquidity
Are there rights to liquidation? 1 No
... Withdrawal/return of capital? 1 No
...Assignee admission? 0 Uncertain
Have there been sales of interests? 0 Retirement of Preferred Shares
Are there transfer restrictions? -1 No
Are there insider (rading restrictions? -1 No
Is there a right of first refusal? -1 No
Is there an active secondary market? 1 No
Is the holding period long? 0 Unknown
Is there a clear exit strategy? -1 Potential sale has been attempted.
Are many potential buyers present? -1 Several have expressed interest
Is there a buy-sell agreement? 1 No
Is there put/call protection? 1 No
Is there a blockage effect? -1 No
Financial
Is there bankruptcy risk? -1 No
Are current liquid assets material? 0 Reasonable cash on hand
Are capital calls mandatory and probabie? -1 No
Is there unused debt capacity? -1 Yes
Are there outside financing sources? -1 Yes
Is cash flow strong? -1 Yes
...stable? -1 Yes
Can the entity change easily? 1] Unknown
Power
Is information available/reliable? -1 Yes
Are owners harmonious? 0 Unknown
Sum of the Ratings -12
Number of Factors 33
Net Factors 21
Net Factors / Factors Rated 63.6%
Baseline Discount 35.0% Median discount from Mergerstat Review

! Interest Vali

g

loping and Defending Fr

Source: Rand M, Curtiss, D

Premiums and Discounts , (Plantation; The Institute of Business Appraisers, Inc., 2003), p. 43,

{Product of the preceding two numbers.




W i

i




AMERICAN SOCIETY OF APPRAISERS

23R%° ANNUAL ADVANCED BUSINESS VALUATION CONFERENCE
SAN ANTONIO, TEXAS
OCTOBER 7-9, 2004

SEPARATING PERSONAL AND BUSINESS
GOODWILL OF OPERATING COMPANIES
IN DIVORCE VALUATIONS

PREPARED AND PRESENTED BY
ROD P. BURKERT, CPA/ABV, CVA

BURKERT VALUATION ADVISORS, LLC
314 NORTH 12™ STREET
THE OLD SHOE FACTORY #705
PHILADELPHIA, PA 19107

TEL: (215) 448 - 0650
FAX: (215) 448 - 0652
E-MAIL: rod.burkert@burkertvaluation.com




Separating Personal and Business
Goodwill of Operating Companies
in Divorce Valuations

Overview: Family law courts in multiple jurisdictions are requiring business
appraisers to separate personal and business goodwill in valuations
for marital dissolution purposes. The reason is that, in these
jurisdictions, appellate courts have held that personal goodwill is not a
marital asset subject to equitable distribution. Thus a process must
evolve that can segregate the personal goodwill of the in-spouse
business owner and exclude it from the valuation process.

This presentation is not intended to be exclusively relied upon
when performing a business valuation. Rather, it is a reference
source that should be consulted along with authoritative texts,
current literature, and case law.

Objectives: This presentation will focus on operating companies, although the
principles apply equally to professional practices. The main objectives

of today’s discussion will be to:

1. Review factors that can be used to assist in determining the
existence of personal or business goodwill.

2. Discuss approaches that can be used to separate inalienable
personal goodwill from transferable business goodwill.

CPE: 1 Hour - Other




This material is designed to provide accurate and authoritative information in regard to the
subject covered. It is presented with the understanding that the author is not engaged in
rendering legal, accounting, or other professional service or advice. If legal or other expert
assistance is required, the services of a competent professional person should be sought.

Although the information contained in this material has been carefully compiled from
sources believed to be reliable, the accuracy of the information is not guaranteed. The
author specifically disclaims any personal liability, loss or risk incurred as a consequence of
the use, either directly or indirectly, of any information, or advice given in this material.

All rights reserved. No part of this material may be reproduced, stored in a retrieval system,

or transmitted, in any form or by any means, electronic, mechanical, photocopying,
recording, or otherwise, without prior permission of the author.
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Separating Personal and Business Goodwill of Operating Companies in Divorce Valuations

Introduction and Presenter’s Note: The written material for this presentation has been
modified slightly from the following article —

Burkert, Rod P., “Separating Personal and Business Goodwill of a Business in
Marital Dissolution Valuations”, dmerican Journal of Family Law, Summer 2003,

pp. 75-81.

Family law courts in multiple jurisdictions are requiring business appraisers to separate
personal and business goodwill in valuations for martial dissolution purposes. The reason is
that, in these jurisdictions, appellate courts have held that personal goodwill is not a marital
asset subject to equitable distribution. Thus, a process must evolve that can segregate the
personal goodwill of the in-spouse business owner and exclude it from the valuation process.

This article builds on John Barrett’s “Bifurcating Enterprise and Personal Goodwill” which
appeared in a previous issue of this publication.' Like Mr. Barrett’s article, this piece
focuses on operating companies, although the principles apply equally to professional
practices. Factors to assist in identifying personal goodwill from business goodwill will be
covered and approaches that can be used to separate inalienable personal goodwill from
transferable business goodwill for marital dissolution valuations will be debated.

What Are We Talking About

The value of a business is the sum of its tangible and intangible assets (as defined below).
Most business valuation methodologies collectively value the tangible and intangible assets
of the business and do not attempt to distinguish between the two. That is because most
(non-divorce) valuations are meant only to value an owner’s entire equity interest, and the
allocation between tangible and intangible amounts is normally not a concern.

Business appraisers have identified and valued over 100 different intangible assets.” For this
article, all of these intangibles can be thought of as being owned by either the in-spouse
business owner or the business. To comply with evolving marital dissolution case law,
marital assets must exclude the value of intangibles belonging to the in-spouse. Visually, the

task can be diagrammed:

[ All Intangible Assets of Business

“Goodwill”

Personal Going
Concern

Goodwill Value
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Separating Personal and Business Goodwill of Operating Companies in Divorce Valuations

From this picture, it should be clear that “goodwill” is one of many (100+) intangible assets
of a business, and personal goodwill (and going concern value) is, in turn, a component of

total goodwill.

Definitions

Separating personal goodwill and business goodwill cannot begm without a basic
vocabulary. The International Glossary of Business Valuation T erms’ defines the necessary

terms of art:

Tangible assets — physical assets (such as cash, accounts receivable, inventory, property,
plant and equipment, etc.).

Intangible assets — non-physical assets such as franchises, trademarks, patents, copyrights,
goodwill, equities, mineral rights, securities and contracts (as distinguished from physical
assets) that grant rights and privileges, and have value for the owner.

Goodwill — that intangible asset arising as a result of name, reputation, customer loyalty,
location, products, and similar factors not separately identified.

Going concern value — the value of a business enterprises that is expected to continue to
operate into the future. The intangible elements of Going Concern Value result from factors
such as having a trained work force, an operational plant, and the necessary licenses, systems
and procedures in place.

Valuing Small Businesses and Professional Practices* further defines personal (professional)
goodwill and business (practice) goodwill as follows:

Professional goodwill is the intangible value in the nature of goodwill that is associated
primarily with the individual practitioner.

Practice goodwill is the intangible value in the nature of goodwill that is associated primarily
with the practice as an institutional entity.

Sampling of Cases Excluding Personal Goodwill in Operating Companies

While the issue of personal goodwill has most often arisen when valuing professional
practices, personal goodwill in operating businesses has been found to exist in multiple
jurisdictions in equitable distribution cases. For example:

o Lankford. Wife appealed the trial court’s valuation of a Jogging business that excluded the
personal goodwill of the husband. “Unlike in the cases relied on by wife, the facts here show
that the success or failure of the business depends on husband’s personal services and his
ability to negotiate contracts in a fluctuating and depressed market. On de novo review, we
agree with the trial court's valuation of the business.”
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Separating Personal and Business Goodwill of Operating Companies in Divorce Valuations

Foley®. Petitioner wife appealed the trial court’s finding that the value of the family business
known as [EMD], which manufactures electronic wire harnesses for the automotive industry,
did not include a value for the goodwill of the enterprise. “[The husband’s expert] did
consider the factor of goodwill .... [He] testified that the goodwill of EMD rested with [the
husband], with whom all of the customers did their business, rather than in the products or
the service produced by EMD. [The expert] distinguished enterprise goodwill, which he
found lacking in EMD, from personal goodwill, which he found to exist in [the husband] as
the owner of EMD. We do not believe that [the expert’s] evaluation of the goodwill of EMD

was erroneous ....”

Troutman’. The court held that goodwill should not be included for valuation purposes. “ ...
Mr. Troutman's metamorphosis from an electrician working for another person to sole
proprietorship speaks well of his skill. The success rests in large part upon the key man and
Mr. Troutman was the key man. This ... recognizes the reality as to who ... generated the
business. The court is satisfied that goodwill should not be factored in because the company

was essentially Ron Troutman.”

Young®. Wife’s expert conceded a large part of the value related to the husband’s association
with a small newspaper business. “Because the business earned revenue solely through
advertising, the personal relationships husband developed with his advertisers. was
particularly significant in any valuation.” The court found the business to have a fair market
value of $ 19,000, citing that “the [husband’s] role and involvement in this enterprise are an
essential element of its value.”

Frazier’. During the marriage, both parties owned a retail furniture company. Because the
trial court did not exclude the spouses’ personal goodwill, the court remanded the case for

the trial court to revalue the company excluding personal goodwill.

Hough'®. Husband was heavily involved in the day-to-day management and operation of
a vending business. The most disputed trial issue concerned whether, and to what degree,
its continued success depended on personal goodwill attributable to him. “On appeal,
Mrs. Hough’s best-scenario argument would have us reject the facts on which Mr. Hough’s
expert based his assumptions about the existence of personal goodwill attributable to
Mr. Hough. We are unable to do so because our careful review of the extensive record
discloses evidence, albeit contested, to support those assumptions.”

Moretti®, The trial court held that the value of the husband’s landscaping business included
goodwill. The supreme court remanded the case for the trial court to distinguish between

enterprise and personal goodwill.

Champion'?. The husband operated his own telecommunications business. The
husband’s expert made a distinction between enterprise goodwill and personal goodwill;
he concluded that the goodwill was personal to the husband/owner and, therefore, not
transferable. The trial court accepted the expert’s opinion that any goodwill generated by
the business was personal to the husband, and as such, would not be transferable to any
potential successors in ownership. The appellate court upheld the trial judge’s finding
because it was not clearly erroneous.
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Interestingly, the issue of personal versus business goodwill in operating companies has arisen
outside of the equitable distribution/marital dissolution arena, as is evidenced by two recent Tax
Court cases. It is worthy to note that the standard of value in the United States Tax Court is fair

market value, the same standard applied in many divorce valuations.

o It can be expensive to liquidate (sell) a corporation due to the overall tax liability that
must be paid on the sale of assets. In Mariin Ice Cream Company"® and Cascade
Designs, Inc., the respective shareholders were deemed to personally own certain
intangibles, When the companies were sold/liquidated, the separately owned intangibles
were not taxed at the corporate level — they were taxed outside the corporate entity at

individual capital gain rates.

These tax cases give shareholders in closely-held operating companies the ability to
generate personal goodwill which they own, value, and can dispose of separately from
the corporations. The Tax Court cited that such personal goodwill exists in this context
when there are no non-compete or employment agreements between the corporation and
the owner (otherwise, the personal goodwill would be deemed “sold” to the corporation

for the adequate consideration paid/payable by such agreements).

Three Basic Valuation Questions

In order to value an enterprise without personal goodwill, we must delve further into how
businesses are valued. For example, depending on the purpose of the valuation one standard of
value may be more appropriate than another. The standard of value answers the basic question:
“Value to whom?”. The answer to this question can be framed in three different contexts.

1. Fair market value - The price a hypothetical willing buyer would pay to a
hypothetical willing seller with neither party under compulsion to transact and both
parties having reasonable knowledge of the relevant facts. This standard of value is

universally used in all income-, gift-, and estate-tax purpose valuations.

2. Fair value - The price that fairly compensates an owner who was involuntarily
deprived of the benefit of his/her ownership interest where there is neither a willing buyer
por a willing seller. This is a state specific, statutory standard used primarily in cases
involving dissenting stockholder and other types of shareholder litigation.

3. Investment value - The price that an identified buyer (or class of buyers) would be
expected to pay with consideration given to any unique benefits or synergies that the
buyer is purchasing. This value is most appropriate in business purchase/sale
transactions where the buyers and sellers are likely to know each other and, in fact, may

be cooperating through the due diligence process.

Clearly, in a marital dissolution proceeding the appraiser’s goal is to value the ownership
interest of the in-spouse. However, in many states the standard of value is fair market value.
Thus, the in-spouse’s interest is represented by a hypothetical willing seller, it is assumed to
be purchased by a hypothetical willing buyer, and in a transaction that, more than likely, will
never occur. (A notable exception to the fair market value standard recently occurred in
Brown", where the appellate court applied a fair value standard.)
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Another basic valuation question is the notion of “Valued how?”. This is primarily a
function of the approach used to value the entity. Generally, the value of a privately held
company is determined with a view towards the value of (a) the underlying net assets,
(b) some future economic income flow, and/or (¢) similar ownership interests transferred in
private and public company transactions. These views have evolved to form the basis for three

broad approaches used in valuing a closely-held company:

1. Asset-Based Approach
2. Income-Based Approach
3. Market-Based Approach

Within these approaches are different methods for determining a business value. The
applicability of each approach and the subset of methods contained thereunder are assessed,
given the nature and purpose of a particular valuation assignment. While a detailed
explanation of these approaches and methods is beyond the scope of this article, they are all
appropriately considered by appraisers in a valuation for divorce purposes.

A final question, “Under what circumstances?”, concerns (a) the assumption about what is
going to happen to the business and (b) the “level” of value of the in-spouse’s business
interest that is the subject of the report.

1. Going concern value — Assumes that the business was operating yesterday, is
operating today, and will be operating tomorrow, and the value of that business is best
determined by the earnings or cash flow it generates for the benefit of its investors.

2. Liquidation value — Assumes that the business is worth more broken up, its assets sold in
an orderly or forced manner. If the holder of the appraised interest can force such an action
to oceur, the liquidation value of assets less liabilities could be an appropriate measure of
value. Depending on the existence of goodwill this may, in fact, be the case.

3. Control value — Is the additional value inherent in a greater than 50% interest,
reflecting the power of a shareholder over the business. Different levels of control value
are possible depending on the rights and/or restrictions that are associated with a
particular sized block of stock under state law, e.g., simple vs. supervoting majority.

4. Lack of control value — Refers to the value of two 50/50 interests or the value of any
non-voting interests, e.g., non-voting stock or a limited partnership interest.

5. Minority value — The value reflecting an ownership position of less than 50% and the
associated inability to make decisions that affect corporate policy. Different levels of
minority value are possible, e.g., a minority interest that is the largest equity interest due
to fractionalization of ownership or a minority interest with swing vote attributes.

6. Non-marketable value — Incorporates a discount for lack of marketability owing to the
lack of a ready market of buyers and sellers for closely-held stock.
While most businesses are valued as a going concern, there are exceptions. The level of
value (numbers 3 through 6) is easily seen as a function of the size of the in-spouse’s

percentage ownership in the business.
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Factors To Identify/Separate Personal Goodwill From Business Goodwill

Before the appraisal process can begin, it would be helpful to know if personal goodwill exists in
the business being valued. The following table lists various factors that should be considered to
identify and, perhaps, separate personal and business goodwill. Thls list of factors was compiled
from various valuation textbooks, court cases (e.g., Lopez'®), and personal experience in

performing divorce valuations.

Factors To Consider P B

1) Type of Service
Labor intensive vs. machine intensive manufacturing process
Personal vs. automated ordering service
Closeness of customer contact with owner or business
Association of quality and cost with owner or business
Reputanon for honesty and faxr dealmg w1th owner or busmess

2) Customers
Customers referred to owner or business
Customers referred by customers or other means
Customers speak well of owner or business
Number of customers
Amount of retamed/repeat busmcss __ ‘ ‘ _

) The Companv
Start-up or mature business
Trade name, d/b/a, or named after owner
Number of owners
Development of middle management team
Trained and assembled workforce
In~p1ace systems, operatmo procedu s, etc.k o

4) The Owner
Personal reputation
Community visibility
Age and health
‘Work habits and hours worked
Knowledge Ju

5) Other
Size of buyer market and power over the owner or business
Financing secured by personal guarantees of owner or business assets
Earlier sale of ownership interest precedent with or without covenant
Ownership interest can be sold without restnctlve covenants

Busmess can gen

the business_ _

P = Personal Goodwill (not transferable/not valued) B = Business Goodwill (transferable/valued)

The modus operandi for using this table is as follows:
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1. Determine if the element of goodwill exists, and if so, decide if it is associated with
the in-spouse owner or with the business. If the element of goodwill does not exist,

indicate as “not applicable”.

2. For each element of goodwill that does exist, put an “x” in the appropriate column.
Then, numerically total the x’s in each column.

3. A preponderance of factors in either column may indicate that any attempt to separate
personal and business goodwill is a moot point. That s, it is either all personal goodwill

or all business goodwill.

Other Helpful Questions

In addition to analyzing the above factors, it may be helpful to ask the following questions in a
divorce valuation:

1. What is a buyer buying when he/she purchases the in-spouse’s interest?
2. What is a seller selling when he/she sells the in-spouse’s interest?

3. If the in-spouse’s interest is a 100% ownership interest, are not the in-spouse’s interest
and the business one and the same?

After analyzing the factors and answering the questions it should become apparent what is being
bought/sold and whether 100% of the goodwill can accompany the transfer. This sentiment is
echoed by Pratt: “The elements that create goodwill in a buy-sell situation are somewhat
different from those considered in a valuation for marital dissolution puxposes.”17 For example,
a buyer may purchase the business only with a noncompete agreement from the in-spouse. In
his article, Mr. Barrett points out: “Various states have formed differing opinions as to whether
a noncompete agreement should be considered a marital asset. Several take the position that the
noncompete agreement is not a marital asset because it restricts the postmarital activity of the
owner spouse:.”18 I would take the position it is not a marital asset because the embodiment of
the noncompete agreement is, in fact, personal goodwill. Otherwise, the buyer would not need
the protection of the agreement to ensure what is essentially a transfer of personal goodwill.
Note that the foregoing assumes that the agreement has economic merit and is not simply a tax-

planning device to allocate purchase price.

Approaches for Valuing an Operating Business When Personal Goodwill is Present and
Must Be Excluded

Divorce valuations follow the standard operating procedures of “normal” valuations unless
personal goodwill exists, and the jurisdiction excludes such goodwill for equitable distribution.
If that is the case, approaches must be developed that will allow an appraiser to carve out
personal goodwill and value only what is properly included in the marital estate. Conceptually,
this will value the business’s tangible assets, its business goodwill, and any other identifiable
intangible assets (e.g., going concern value) that are not part of personal goodwill. The work
to be accomplished can be represented as follows:

Total value of business
Less: Value of personal goodwill
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Equals: Value of business for equitable distribution

Times: In-spouse’s ownership percentage
Equals: Value of ownership interest for equitable distribution

Depending on the nature of the business, the extent of available information, and, quite frankly,
the budget available to perform the engagement, three approaches come to mind as to how this
may be accomplished.

Top-Down Approach., This approach gets its name because the business is valued at its
highest (top) value and then whittled away to arrive at the value for equitable distribution.
An appraiser would value the business as it would be done under any other circumstances.
The most likely methods used to value an operating business would be discounted cash flow,
capitalization of cash flow, completed transactions, and/or guideline companies. Since these
methods would collectively value all of the enterprise’s intangible assets, the appraiser would
then identify all of the discrete components of personal goodwill (using the chart above as a
starting point), value them, and subtract them from total business value. One example of a
personal goodwill intangible might be the name of the in-spouse owner if it is firmly
established as the name of the business. Another example is the value of the in-spouse
owner’s customer relationships (which may or may not be the same as the customer list).

Bottom-Up Approach, This approach gets its name because the business value would start
at a floor (bottom) and then be built up with the value of the identifiable intangibles
belonging to the business and the value of business goodwill. The floor value would be
calculated using adjusted book value, which adjusts the reported book values of a company’s
assets and liabilities to their fair market value. In this context, assets are defined to be
tangible assets (such as accounts receivable, inventory, and fixed assets) and identifiable
intangible assets (such as patents, copyrights, and trademarks). To this would be added
components of business goodwill, such as business location, workforce in-place, proprietary
software, blueprints and drawings an internet web site, etc.

With & Without Approach. This approach requires two separate valuations. First, the
business would be valued with the in-spouse owner as of the valuation date (an “as is, where
is” valuation). Next, the business would be valued without the in-spouse owner as of the
same date. Presumably the value of the former would exceed the value of the latter (because
without the personal goodwill of the in-spouse, the business would have less revenue and/or
higher expenses), and the difference would be the value of the personal goodwill.

Summary

Separating personal and business goodwill is fast-becoming a requirement in business
valuations for martial dissolution purposes. The reason is that courts in multiple jurisdictions
have held that personal goodwill is not a marital asset subject to equitable distribution.
Valuing a business without personal goodwill is easy in theory but difficult in practice.
Fortunately, evolving multi-factor tests and existing business valuation methodologies give
appraisers the tools they need to tackle this challenge.

Endnotes
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DELAWARE BLOCK METHOD NOT APPROPRIATE IN MARITAL DISSOLUTION;
VALUATION THAT CONSIDERED MULTIPLE FACTORS PREVAILS

KEY WORDS:
Marital dissolution, Expert testimony, Lay testimony, Income approach, Asset approach,
Industry risk premium, Delaware block method, Revenue Ruling 59-60, Personal goodwill,

German textbook importer

EXPERTS:
Don Carpenter, CPA (for wife)
Gregory Luna, CPA (for husband)

FACTS:

The parties formed IBIS early in marriage, with wife as the chief officer and business
manager Wife was the driving force behind the success of the company. o] y
Stiﬁ‘ej’df‘.tha’téth‘e-;.‘é'om’pé‘ny'?v\‘k'a"s?fdlééé(y_-iki;de'n’tified;Wit
Husband provided computer consulting services to the company, though he was
also employed elsewhere as a full-time computer software program manager.

‘The company was operated out of a 10,500-square-foot commercial building owned by the
parties and leased to the business. The sole business of the company was the import and

sale of German textbooks.

VALUATION EVIDENCE:

“and testified that the asset approach was not
app p He considered numerous factors, including both
parties' contributions to the company, the nature of the business, obsolete inventory, and
"the particular risks attendant to the German textbook business." He also viewed the

facilities the business was operated from.




Husband's expert, Gregory Lun testified that the fair market value of IBIS was $ 1,013,028,
Luna. used the Delaware b ,method which he said "looks at market value of the
company, the value of the assets, and the value of the earnings stream of the business
based on history." Because there were no sales of IBIS stock, Luna gave the market value
component zero weight. He based the asset value component on the balance sheet
numbers, with GAAP adjustments. For his earning stream component, he "extended the
earnings of the business over a period of five years, extended loss of obsolete inventory
over eight years, and . . . estimated 15% pre-tax return on the business.” Luna did not view
the business faculmes did not consider the specific aspects of the German textbook
business, and relied on information from husband about obsolete inventory and wife's

importance to the business.

TRIAL COURT FINDINGS:

HOLDING ON APPEAL AND RATIONALE:

On appeal, husband argued that the trial court should have disqualified the testimony of
Carpenter because he did not use the Delaware block method or the method outlined in
Revenue Ruling 59-60, based on prior Tennessee case law. The court of appeals rejected

this argument, stating that:

"although Mr. Luna's methodology has been adopted by our Supreme Court for the purpose
of assessing the fair value of a dissenter's shares in a closely held corporation, it is by no
means the only acceptable method, and for the purposes of evaluating the entire business
as a marital asset is not a snug fit under the circumstances.”

Because the trial court's valuation was within the range of evidence and was supported by
the evidence in the record, including both expert and lay testimony, the court of appeals

affirmed.

L. Kruschke, Editor




